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INFLATION: 


What's To Be Done 
About It? 


“Everyone’s against inflation,’ Vice President Richard 
Nixon once said, “but no one is against the causes of it!” 

There’s good reason for the last half of the remark, since 
many of these causes are enjoyable—for the time being at least 
—-such as plenty of easy credit with which to ‘buy now, pay 
later.’ 

Mr. Nixon’s comment gives the clue as to why inflation is 
such a tricky problem. 

We all know that once inflation has started running wild, 
making money practically worthless, it has wrecked the econ- 
omy of many a nation and caused enormous misery to private 
individuals. 

That's why inflation becomes a vital issue which concerns 
us all. 

It is a problem closely interwoven with many things that 
have a bearing on our economic well-being and way of living. 

As to economic well-being, Senator Paul Douglas, Chairman 
of the Joint Congressional Economic Committee, thus sums 
up what we want: 

“We are in general agreement as to the desirability of three 
objectives of economic policy—substantial full employment, 
an adequate rate of economic growth, and substantial stability 
of the price level.” 

Stability of the price level means absence of inflation. 

“Some people,” adds Senator Douglas, “believe these aims 
are incompatible.” 





The congressional committee of which he is chairman pro- 
poses to make a study, likely to continue throughout 1959, to 
ZZ find out whether it is possible to reconcile these three eco- 
nomic objectives, and, if so, how. 
Like the legislative branch of our government, the adminis- 
trative branch also has a committee on inflation, headed by 
Vice President Nixon. It is known as the Cabinet Committee 
Cr FIER on Price Stability for Economic Growth. 
The reports of these committees, along with other material 
sure to pour out during the year, should help us make up our 
Drawings by C. P. Meier minds about inflation and its related problems. 


But first, let's make sure that we understand .. . 
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WHAT INFLATION IS AND MEANS 


Inflation is a persistent rise in the prices of most things we 
buy. This means a continuing rise in the cost-of-living. 

Or let's turn the equation around. Inflation is when the 
purchasing power and value of our money keep going down. 

Inflation, in varying degrees, is a problem facing most coun- 
tries today where the economy operates with at least partial 
independence from government controls. 

In the past, periods of war and postwar readjustments have 
usually been accompanied by substantial amounts of inflation. 
Prime example of an increase in prices so rapid and severe that 
ic wrecked the whole monetary system of the country is the 
“runaway inflation” that swept over Germany in 1923. In the 
course of a very few months, a bushel basket of paper marks 











sank to about the value and purchasing power of the same 
amount of waste paper. 


WHAT'S THE RECENT RECORD OF INFLATION 
WITH US? 

In the U.S.A. most of the past twenty years have been mildly 
inflationary. Since 1939 the average price level, as measured 
by the cost-of-living index of the Bureau of Labor Statistics 
of the Department of Labor, has more than doubled. It stands 
today at a level around 124.0 (the average price level of the 
years 1947-49 being taken as 100), as compared with 59.4 in 
1939. In terms of the purchasing power of the dollar, this 
means that what the average dollar can buy today could have 
been bought for about 48 cents in 1939, or for about 80 cents 
ten years ago. 

Much of the price increase of the past two decades has been 
associated with World War II, the postwar reconversion, and 
the Korean Emergency period. But even when we have not 
been at war, there has been a pattern of rising prices. During 
1955-57, for example, the cost-of-living rose by about 6 per- 
cent. And even during the recent recession, which began in 
1957 and from which the economy has not yet fully recovered, 
prices have continued to rise at an annual rate of between one 
and two percent. 

Price increases as small as that may not at first seem too 
significant. But when we take a longer view, we realize that 
if prices rise at an annual rate of about two percent, year in 
and year out, the purchasing power of our money will be 
reduced by about one-fourth in the course of each decade. 

There is every reason to believe that the problem of infla- 
tion is not just a temporary one. Furthermore, although the 
challenge of inflation has long been present, we have not yet 
learned how to meet it successfully. Several questions, there- 
fore, must be raised: (1) what are the causes of inflation? 
(2) what damage results? (3) what sorts of “cures” for in- 
flation may be proposed? And (4) what is the relation of in- 
flation to other major problems facing the American economy? 


THE CAUSES OF INFLATION 


When the question of what has caused the American infla- 
tion of recent years is discussed, several different “simple 
explanations” are apt to come up. Frequently the finger of 
accusation is pointed at labor unions and their wage demands. 
Some observers attempt to attribute inflation to the pricing 
practices of American industry. Still others are inclined to 
lodge the blame with the “spending programs” of government. 





While each of these positions contains an element of truth, 
the real causes of inflation are more varied. They are also 
complex and closely interrelated. If we are to get an under- 
standing of the several factors which give rise to inflation, we 
must look carefully at the process which has come to be known 
as the “price-wage spiral.” 

Demand Inflation. Inflation is often said to be the conse- 
quence of “too much spending,” or “too much money chasing 
too few goods.” These descriptions suggest a very important 
element in the picture. When prices rise, this usually signifies 
that there are a greater number of willing purchasers or “‘spend- 
ers” than there are goods and services available at the prices 
which previously prevailed. During periods when the demand 
by consumers, business, and government for goods and services 
is very high, competition will develop among the potential 
buyers, which will send prices up. 

This “demand-pull” aspect of inflation has been very much 
in evidence in recent years, when the American consumer has 
been better off and able to buy more than ever before. The 
government also has been spending unprecedented amounts for 
peacetime national security programs, and plants and equip- 
ment of American businesses have been substantially enlarged 
and improved. 

Recent years have, of course, witnessed expanding output. 
Our gross national product is more than twice as large as that 
of 1939, and about 30 percent larger than it was 10 years ago. 
Nevertheless, there has often been a tendency for the pressures 
of demand to outstrip supply. And whenever private con- 
sumers, the government, and business, taken together, attempt 
to obtain more goods and services than are available on the 
market at current prices, the consequence will be an increase 
in the prices at which most things are sold. 


Cost Inflation. An important part of the explanation of 
our recent inflationary experience, however, is to be found in 
factors other than demand. Quite aside from “spending” con- 
siderations, certain forces on the cost side of the picture have 
contributed to the increase in the general price level. In this 
respect, the wage policies of unions, the pricing practices of 
industry, and our national farm price policies are all of con- 
siderable importance. 

When workers demand and receive wage increases, the costs 
of the goods and services they produce are thereby affected. 
Some wage hikes may occur under conditions in which the 
productivity of labor—the output per worker hour—is rising, 
and to the extent that wage increases correspond to productiv- 
ity increases, total costs of production need not rise. But if 
workers succeed in obtaining wage boosts in excess of amounts 
matching increases in productivity, total costs of production 
will tend to mount. And as a usual consequence, the higher 
costs of production will be reflected in higher prices charged 
to the consumers for the goods and services produced. Further 
wage increases will trigger further advances in price. 

In exploring “cost-push” forces in the inflationary process, 
the practices of many industries in pricing their. products 
should not escape scrutiny. In some large and concentrated 
industries, in which decisions taken by a limited number of 
large firms determine what prices will be charged, efforts to 
maximize profits may occasionally dictate periodic price in- 
creases. Price cuts, even in the face of waning demand, may be 
rare indeed. Particularly important are the pricing practices of 
basic industries like steel, the products of which are used in 
turning out countless different items for the American con- 
sumer. When steel prices rise, costs mount for all industries 
using steel products. In all likelihood, further rounds of price 
increases for the output of steel-using industries will result. 

Inflationary pressures are also present, under the operation 
of the parity price support program, in the agricultural sector 
of the economy. The parity system involves, in essence, an 
automatic increase in the basic government-supported prices 
of many farm commodities each time prices elsewhere in the 





economy go up. The current agricultural price support pro- 
gram, whatever its possible merits, keeps farm prices higher 
than they would otherwise be and thus contributes to infla- 
tionary pressures. 

The Price-Wage Spiral. The several different inflationary 
forces which we have noted interact with one another to form 
the price-wage spiral. When wages are increased, for example, 
many individuals receive higher incomes and are thus able 
to spend more. “Demand-pull” inflationary pressures are there- 
by reinforced. Both wage increases and higher levels of spend- 
ing result in higher prices. As prices mount, this gives rise, in 
turn, to renewed pressures for wage increases, either by 
strengthening labor's hand at the collective bargaining table 
or, perhaps, through the operation of “escalator clauses” in 
certain labor contracts, which provide for automatic increases 
in hourly wage rates as the official cost-of-living index mounts. 
And as prices and wages in the non-farm sectors of the econ- 
omy rise, the support prices of farm products are increased. 

The price-wage spiral, then, is a cumulative process, which 
feeds on itself at each stage in its unfolding. 

THE DAMAGE RESULTING FROM INFLATION 

While it is difficult to assess the full effects of continuing 
inflation in the American economy, certain “evils” connected 
with it are quite easy to identify. 

Inflation has been described as a “cruel tax” on people 
who live on relatively fixed incomes. The aged—dependent 
on pensions, annuities, and life insurance proceeds—are among 
the obvious sufferers when the value of the dollar goes down. 
Workers whose wages or salaries are adjusted only infrequently 
—school teachers and government employees serve as prom- 
inent examples—will find their real incomes falling as a con- 
sequence of inflation, and the incentives to enter such occupa- 
tions may be seriously weakened. 

During inflationary times, moreover, the incentives for effi- 
cient operation of business enterprises may be substantially 
impaired. When prices in the economy as a whole are rising 
it is relatively easy to make profits. During an inflation some 
profits will accrue automatically, because of the fact that in- 
ventories appreciate in market value over the periods of time 
in which they are held. As a result, lax practices needn’t show 
up in business losses, and inefficiencies may pass undetected. 

If inflation continues over a lengthy period, many further 
consequences may be anticipated. As people witness the real 
value of their past saving—their bank accounts, insurance poli- 











cies, and government and corporation bonds—decline, their 
attitude toward saving will change. Some will shift their 
savings into investments which will rise in dollar-value as 
inflation proceeds. Others may simply choose to spend their 
incomes rather than to save. 

A further problem, feared in many quarters, is that as we 
become used to a certain degree of inflation, perhaps 1 or 2 
percent increase in the price level each year, the time will come 
when so small a dose won't suffice. In their efforts to obtain 
wage increases and price increases in excess of the “standard” 
inflationary amount, workers and businessmen will so act as 
to drive prices upward at an even faster pace. As a result, 
what had been “cs¢eping inflation” will turn into a gallop. 
The ultimate consequence could be the complete breakdown 


of our monetary system and the thorough disruption of the 
economy, which depends for its proper functioning on the 
existence of a reliable money yardstick. 


COMBATING INFLATION 


Because of the inflationary record of the American economy 
during the past two decades, and because of the harm and 
injustice which inflation can cause, it is not surprising that 








public concern over rising prices has been mounting. It should 
also come as no surprise that just as there are many different 
factors which cause inflation, so, too, many different cures are 
proposed. Some remedies involve calling upon the private 
sectors of the economy—labor unions and big business, in 
particular—to take steps aimed at limiting inflationary pres- 
sures. Other remedies would have the government make use 
of the extensive and varied anti-inflationary tool-kit at its 
disposal. 

Voluntary Restraint. In his Economic Report transmitted 


to the Congress on January 20, 1959, the President reminded 
us that rising prices are a challenge to which everyone—the 
individual consumer, the businessman, and the labor union 
leader—must respond. Consumers, by “shopping carefully for 
price and quality,” businessmen, by waging “a ceaseless war 
against costs,’ and labor leaders, thtough “self-discipline and 
restraint” in exercising the “great power lodged in their hands,” 
all have important roles to play. 

While agreeing, perhaps, in principle, many observers ques- 
tion the effectiveness of such appeals for voluntary restraint. 
In any event, there is certainly general agreement that public 
exhortation and voluntary restraint in the private sectors of 
the economy can’t be relied on to do the job alone. 

The Roles Government May Play. In several important 


ways, the government must play the crucial role in doing 
battle against inflation. As a major spender in the American 
economy, as a tax-levying body, and as a regulator of countless 
activities in the private sectors, the government may move to 
combat inflation along several different lines of approach. 
Fiscal Policy. Because of their impacts on the levels of 


spending by various elements in the economy, the fiscal poli- 
cies of the government—its tax and spending programs—are 
of particular importance in combating inflation. Taxes, in 
addition to raising funds for financing government operations, 
drain away spending power from the private sectors of the 
economy and thus serve to limit inflationary pressures. In an 
inflationary period, therefore, if the objective of preventing 
further price increases is to be achieved, taxes must be main- 
tained at high levels or even increased. On the spending side 
of the ledger, the existence of inflationary pressures poses a 
strong argument in support of keeping government expendi- 
tures at the minimum levels necessary to promote national 
security and meet the other high-priority demands which we 
as citizens place on our government—demands in the fields of 
education, highways, resource development, welfare activities 
and the like. 

The first rule for an effective anti-inflationary fiscal policy 
is that government expenditures must at least be matched by 
tax receipts. The government's budget, that is to say, must 
be balanced. Many economists, in fact, would go further and 
argue that in order to resist inflation more effectively the gov- 








ernment’s budget should show a surplus, siphoning off more 
purchasing power from the private sectors in the form of taxes 
than is reinjected into the spending stream in the form of 
public expenditures. 

Monetary Policy. Just as taxes may be employed to limit 
spending in the private sectors of the economy, so too the 
government may use its powers over our money supply to 
combat inflation. Much of the spending in the American econ- 
omy, both by business firms and by individuals, is financed by 
borrowing. Many business decisions to add to inventories or 
to put in new equipment, and many private decisions to pur- 
chase consumer goods like automobiles or refrigerators, de- 
pend on the availability of loans, and perhaps, too, on the 
interest rate or cost of borrowing money. 

The Federal Reserve System, which since 1913 has borne 
the major responsibility for our money supply, has several 
powers affecting the availability of credit to potential bor- 
rowers. During an inflationary period, the Federal Reserve 
may adopt a “tight money policy,” designed to restrict the 
lending capacity of the commercial banking system and to 
cause interest rates to rise. As the availability of credit to 
private borrowers is curtailed, credit-financed spending goes 
down and inflationary pressures are reduced. 

Such fiscal and monetary measures have certain limita- 
tions and drawbacks. It is not easy politically, for example, 
to reduce the level of government spending. Also, there may 
be very important reasons why we should spend more, rather 
than less, on national defense, and on schools and highways 
and other services which government provides. High taxes, too, 
are difficult to maintain. In addition to their political unpop- 
ularity, there is at least a possibility that tax rates high enough 
to combat inflation effectively may have unfortunate reper- 
cussions on the incentives of taxpayers to work and to invest 
their money in such a way as to contribute to economic devel- 
opment and growth. “Tight money” also involves certain 
drawbacks, in that small businessmen, farmers, and potential 
home owners may find their access to credit virtually cut off, 
while large, established businesses meet little difficulty in ob- 
taining funds to finance their expansion. 


Further Government Action. Some observers, impressed 
with the seriousness of the inflationary danger and the limi- 
tations of fiscal and monetary measures, propose that the gov- 
ernment embark on additional anti-inflationary programs. 
Some would have the government pursue a much more vig- 
Orous anti-trust policy, aimed at weakening the price-setting 
powers of our largest firms. Others would take steps to curb 
the power of labor unions and limit their ability to achieve 
inflationary wage increases. It should be noted that the impli- 
cations of these proposals reach far beyond the matter of com- 
bating inflationary pressures. 

Still others would assign to the government some role in 





the price and wage determination processes. There is the occa- 
sional advocate of the use of direct controls over prices and 
wages of the sorts employed during World War II, and to a 
more limited degree during the Korean Emergency period. 
Most observers agree, however, that such a system of direct 
controls would give rise to countless administrative and polit- 
ical problems and is basically inconsistent with our continuing 
emphasis on the role of private enterprise in the economy. 


PRICE STABILITY AND OTHER OBJECTIVES 

One additional anti-inflationary measure which the govern- 
ment may well adopt is the proposal, suggested in many quar- 
ters and supported by the President, that the Employment Act 
of 1946 be amended so as to include price stability among 
the stated basic objectives of our national economic life. The 
Employment Act now states that it is the “continuing policy 
and responsibility of the Federal Government to use all prac- 
ticable means to promote maximum employment, pro- 
duction and purchasing power.” But the Act does not spell out 
the specific measures to be used nor does it make explicit men- 
tion of keeping prices stable. 

There is little doubt that, other things being equal, price 
stability is an objective with which we can all agree. A thorny 
problem arises, however, as Senator Douglas, Chairman of the 
Joint Congressional Economic Committee, pointed out, because 
of the possible conflict between price stability and other policy 
aims, including high levels of employment and rapid economic 
growth. Unfortunately, anti-inflationary fiscal and monetary 
measures—minimum spending, high taxes, and tight money— 
are precisely the opposite of steps that might be taken to in- 
crease employment and improve the rate and pattern of eco- 
nomic growth. 

Almost five million workers (8 percent of our labor force ) 
are at present unemployed. 

In comparison to Russia’s nearly 7 percent annual economic 
growth, our present 2 percent looks comparatively slow. If 
this ratio keeps up, what will be the relative strengths of Rus- 
sia and the United States in the years to come? 

In view of considerations like these, there are a good num- 
ber of Americans who are prepared to pay a certain price in 
the form of creeping inflation if that is necessary to stimulate 
employment and greater economic growth. 

The dilemma posed by this possible conflict between our 
objectives of price stability on the one hand and high levels 
of employment and rapid economic growth on the other is 
among the most crucial economic problems still to be resolved. 


Is or is not the all important thing in our economy the 

prevention of inflation? 
Is it, or ts not, possible to reconcile substantial full em- 
an adequate rate of economic growth, and a substan- 


price level? 








SUGGESTED FURTHER READING 


Report on the American Economy, released by the Special Studies Project of the Rockefeller Brothers Fund, 1958, and published 
by Doubleday & Co., Inc., Garden City, N.Y. (75¢ a copy, special arrangements for study groups). 
Defense Against Inflation, Policies for Price Stability in a Growing Economy, a statement on National Policy by the Research 


and Policy Committee of the Committee for Economic Development, 1958 (available for $1.00—or up to 25 copies free of charge 
for organized study groups—from C.E.D., 711 Fifth Avenue, New York 22, New York). 
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